Introduction

In the face of sharply lower oil prices and geopolitical tensions and sanctions, economic activity in
Falling oil prices and Western sanctions are pushing the Russian economy into recession.
Russia saw a large increase in risk premiums and capital outflows, which resulted in more than 65 percent depreciation in the national currency against the U.S. dollar between June and December 2014.
Given historical links and geographic proximity, developments in Russia will have negative spillovers on the economies of CIS and Baltic countries. Trade, remittances, and FDI are the main channels of spillovers. Some eastern European countries also have sizable trade and financial links with Russia. In general, western Europe's trade and financial links with Russia on average are weaker (Finland being a notable exception). The main link is through energy imports from Russia, which exceeds 5 percent of total energy consumption for several western European countries. Henceforth, the note will focus on spillovers to CIS, Baltic, and eastern European countries.
Russia's growth slowdown has had major adverse effects on CIS economies and to some extent on Baltic countries. Currencies of most of the CIS countries weakened sharply against the U.S. dollar, following the ruble's depreciation. Pass-through from exchange rate spreads have significantly widened in some CIS countries, which was partially a result of spillovers from Russia. Expected recession in Russia in 2015 has contributed to significant growth revisions in the CIS and to a lesser extent in Baltic countries.
So far, policy responses by affected countries have aimed at addressing the shortterm impact of spillovers. In most of these countries, monetary policy was tightened, while fiscal policy was loosened. Despite foreign exchange (FX) interventions by central banks, national currencies have depreciated or have been devalued in nearly all CIS countries.
Developments in Russia
In 2014 the Russian economy was hit by sanctions and rapidly falling oil prices. These shocks led to significant balance of payment pressures with a surge in capital outflows and depreciating exchange rate. Consequently, akin to a sudden stop, external financing conditions worsened substantially.
The economic outlook for 2015-16 is weak, as sanctions and oil price shocks are expected to persist.
 Growth and inflation:
Sanctions and a sharp drop in oil prices are expected to cause Russia's GDP to contract by 3.4 percent in 2015. The fall in oil prices will significantly affect real incomes and investment prospects, hence taking a toll on domestic demand. Net capital outflows are likely to remain elevated in 2015 due to Russia's limited access to international capital markets. This will add to pre-existing structural bottlenecks and sanctions imposed during 2014, resulting in a recession in 2015. Since December last year oil prices have recovered somewhat supporting the ruble, which has appreciated by about 4 percent against the dollar in first half of 2015. The Russian economy contracted by 1.9 percent (yearover-year) in the first quarter of 2015, mainly reflecting a decline of household real incomes.
However, the decline in industrial production was smaller than expected partly supported by a weaker ruble. Inflation should decline rapidly over the next two years. While the oil price drop and sanctions impact potential output, the cyclical downturn will open a small output gap in 2015-16. This, together with the dissipating effect from the exchange rate passthrough, partial public wage indexation in the 2015 budget, and the recent ruble appreciation, will set the stage for inflation to fall to 12.5 percent at end-2015 and 7.8 percent in 2016. Given the long-lasting nature of these shocks and pre-existing structural challenges, Russia's long-term growth projection was reduced by 2 percentage points in 2015 relative to the 2013 projections.
 External adjustment:
The external sector adjustment is underway. In the first quarter of 2015, The authorities' macroeconomic policy response stabilized the economy. Monetary policy was tightened and exchange rate flexibility was brought forward amidst market turbulence.
Measures to support financial stability were also introduced. All these policy steps helped contain the balance of payment and banking sector pressures.
 Monetary tightening. The Central Bank of Russia (CBR) started increasing interest rates at a measured pace in early 2014, lifting the policy rate from 5.5 percent to 9.5 percent while relaxing the exchange rate band from the second half of the year. However, when market pressures intensified, the CBR floated the ruble in November to facilitate a more rapid adjustment to external shocks and curb reserve losses. Subsequently, the central bank raised the policy rate to 17 percent, including by 650 basis points on December 16th. The latter hike aimed at limiting financial stability risks following the large currency depreciation and volatility in December. In addition, the CBR expanded its FX liquidity provision and launched a package to support the banking system. The CBR started to withdraw the emergency policy rate increases in early 2015, as financial market conditions, the exchange rate, and bank deposits stabilized. 4 The 2015 budget assumes gross financing from the RF, reducing considerably fiscal buffers for the future.
Channels of Spillovers to Neighboring Countries
Trade and remittances are the main channels of outward spillovers from Russia on neighboring countries (see Figure 1 ). Turkmenistan and Uzbekistan export gas to Russia but have been increasingly diversifying toward other markets, primarily China. Russia accounts for about a quarter of Turkmenistan's gas exports (down from around 70 percent during the global financial crisis).
Traditional trade links and preferential agreements (for example, the Eurasian Economic Union) with Russia may limit the capacity of some countries to diversify export destinations away from Russia.
 Imports from Russia: Imports from Russia, including energy imports, constitute more than 5 percent of GDP for most CIS and some CEE countries. For a number of countries (Armenia, Belarus, Hungary, Latvia, Lithuania, Moldova, the Slovak Republic, and Ukraine), energy imports from Russia exceed 20 percent of their total energy consumption. At the same time, some countries may not benefit from lower energy prices in the near term, since contracts on gas supply are usually long term, in some cases prices being fixed for several years.
Remittances Channel
Remittances 
Financial Channel
Spillovers via the financial system appear more limited. The direct spillovers would be mainly via changes in flows of FDI, and to a smaller degree via the banking system. Spillovers via asset markets and debt and equity flows are less pronounced and contained to a few countries. Figure 2) . At the same time, most of the currencies appreciated against the ruble which led to real effective exchange rate appreciations. The rapid decline in oil prices has added to downward pressures on exchange rates of energy-exporting countries, due to weaker current account and fiscal positions. Sovereign spreads have widened significantly for some CIS countries reflecting the collapse in confidence since markets perceived these countries as the most vulnerable to spillovers from Russia.
Inflation
Pass-through from exchange rate depreciations has been the main channel through which spillovers from Russia impacted inflation in CIS countries.
Given that the majority of imports, even from Russia, are denominated in U.S. dollars, the depreciation of local currencies vis-à-vis the dollar has led to inflationary pressures despite appreciation of nominal effective exchange rates. This was a notable factor contributing to the inflation forecast revision for CIS oil importers. However, slowing growth and soft international food prices partly offset these inflationary pressures. The impact of declining oil prices on revisions of inflation forecasts has been limited so far to the Baltics, CEE, southeastern Europe (SEE), and Turkey, as the weight of gasoline and other fuels in the consumer price index (CPI) of CIS countries is typically small and regulated retail prices have been slow to adjust. The impact of import bans imposed by Russia on several agricultural and food products was another factor behind inflation developments. The impact was mainly felt in Baltic countries and Moldova. This has contributed to about 0.5 percentage points downward revision in the inflation forecast for 2015 relative to April 2014 forecasts for Baltics and Moldova.
1 In the case of Ukraine, other idiosyncratic factors also played an important role. 
Financial stability
Spillovers from Russia could have financial stability implications in affected countries, although so far impact has been limited. Exchange rate depreciations in highly dollarized economies could worsen balance sheets of banks and households reducing banks' profitability and asset quality. Already high and increasing levels of dollarization in the region, particularly in the CCA countries, where the share of dollar deposits is about 50-60 percent in most countries, points to weak confidence and expectations of further devaluations. In addition, the fall in demand and remittances, which in many countries are used to service debt could adversely affect banks' asset quality. Moreover, rising FX loan-todeposit ratios suggest a possibility of liquidity problems and currency mismatch. However, so far, there has not been a visible deterioration in banks' profitability and asset quality, which could be attributed to countries' relatively low financial sector exposure to Russia. Only Azerbaijan, Tajikistan, and Ukraine have experienced considerable deterioration in asset quality (see Figure 3) .
2 Profitability of banks has deteriorated somewhat in the CIS and Estonia with banking systems of Tajikistan and Ukraine recording losses. Still, NPLs are a backward-looking indicator and it will take time before the impact of these shocks would show up in higher NPLs. In this regard, having adequate buffers to deal with potential strains on banks' health is crucial. While capital adequacy in Baltic and CIS countries on average is above regulatory requirement and bank provisions account on average 50 percent of NPLs, there are notable differences across countries (Figure 3 ).
Potential further shock
Downside risks for Russia are still present, and spillovers from a worsening of the current shock could affect the region, particularly CIS and Baltic countries (see Box 1).
In the case of continued lack of access to capital markets, a further rise in sovereign and corporate spreads due to deposit flight and currency substitution, and a permanent loss in productivity owing to inward-looking policy responses, a downside scenario for Russia could materialize resulting in much sharper contraction of output in 2015 and 2016. The impact of an additional Russia growth shock on the region was simulated using a Flexible System of Global models, and output losses range from -3 percent in Armenia to -0.1 in Romania. The direct impact of Russia's more severe recession on the world GDP would be limited. A downside scenario for Russia: Additional balance of payments pressures emerge as a result of lack of capital market access and weaker confidence. The ruble depreciates as a result of additional capital outflows and inflation increases further. Moreover, deposit flight and currency substitution would put pressure on banks' balance sheets, and sovereign and corporate spreads would rise. This scenario would require a significant tightening of monetary policy and limit fiscal space. Inward-looking policy responses would result in a larger government presence in the economy (including the banking system) and less competition giving rise to a permanent loss in productivity. In the adverse scenario, GDP could fall by an additional 4 percent and 2 percent in 2015 and 2016, respectively, compared with the current WEO baseline. In the fiscal area, many countries responded to shocks with expansionary policies in 2015, though to varying degrees (see Figure 4) . In most cases, countries chose to let the automatic stabilizers work, while spending increased as a function of available fiscal space and financing.
Results of the RES
Policy Responses in CIS countries
 The fiscal policy response of energy exporters-countries with buffers-was mixed.
Kazakhstan took a proactive stance, enacting a large fiscal stimulus to counteract spillovers from Russia, as well as lower oil prices. The stimulus, financed from the oil fund and multilateral developments banks could total up to 6 percent of GDP over the next 3 to 5 years and includes infrastructure spending projects as well as subsidized programs to promote small and medium enterprise (SME) lending and measures to reduce NPLs in the banking system. The government also requested $2 billion (about 1 percent of GDP) in budget support from the World Bank and $1 billion from the Asian Development Bank to help finance the expected larger deficit. Uzbekistan cut some taxes, including corporate income tax to stimulate economic growth. However, Turkmenistan and Azerbaijan have cut spending plans because of capacity constraints and earlier large investments.
 For energy importers with low buffers, increasing spending to support growth is conditional on securing favorable financing. Financing under IMF-supported programs allowed Armenia and the Kyrgyz Republic to implement countercyclical polices. In addition, some governments (Armenia, Tajikistan) have sought additional donor support, in particular for capital spending projects and on-lending to SMEs. Kyrgyz Republic is implementing an intensive externally financed public investment program. In 2014, Moldovan authorities introduced a 0.2 percent of GDP subsidy to the agricultural sector to shore up the affected sector in response to the import ban imposed
1
by Russia on some of the Moldovan agricultural products. Some countries are also considering easing tax policy.
Figure 4. Fiscal Response in CIS countries
Nearly all CIS countries have allowed some nominal depreciation/devaluation over the past year or so. The policy response has involved central bank FX interventions, while allowing gradual depreciation, and three cases of step devaluation. In some countries, FX sales have reached more than 20 percent of gross reserves, and currencies continued to depreciate:
 While initially resisting exchange rate changes through interventions, CIS oil importers allowed their exchange rate to depreciate. Armenia and Tajikistan have allowed some depreciation, but sought to limit this with large FX sales. Georgia and the Kyrgyz Republic, however, have allowed their exchange rates to move with less intervention. Following an initial attempt to stave off mounting exchange rate pressures through administrative measures, the National Bank of Republic of Belarus (NBRB) has allowed substantial ruble depreciation, which amounted to 30 percent against the U.S. dollar. It also started the transition toward a more flexible exchange rate regime. Reflecting weaknesses in the banking system, political uncertainty, and spillovers from Russia, Moldova's exchange rate has depreciated by about 30 percent against the U.S. dollar.
 In contrast, most CCA oil exporters have tightly managed exchange rates and most resorted to step devaluations or move to more flexible regimes. Following the preemptive devaluation in February 2014, Kazakhstan tightly managed its tenge/dollar exchange rate before moving to the floating regime in August 2015. In response to the combined effects of ruble depreciation and falling energy prices, Turkmenistan devalued its currency by 19 percent against the dollar (January 2015), and Azerbaijan devalued the manat by 34 percent vis-à-vis the dollar (February 2015) . Uzbekistan has maintained the same pace of adjustment of its crawling peg as in 2014, but the spread between official CIS oil importers: Change in cyclically adjusted fiscal balances (percent of GDP, 2015 (percent of GDP, /2014 and parallel market exchange rate has more than doubled in 2015. In most cases, the exchange rate adjustments have been poorly communicated, thus undermining confidence in the currency.
Monetary policies tightened in response to rising pressures on currencies and inflation in majority of countries. Armenia, Belarus, the Kyrgyz Republic, Moldova, and to some extent Tajikistan used a wide set of instruments to tighten monetary policy, including raising policy and other rates and mopping up excess liquidity. For example, the Central Bank of Moldova has significantly tightened monetary policy, increasing the policy rate by 1000 basis points within three months. However, given impaired interest rate transmission channels and barely positive real policy rates in some case, the effectiveness of monetary policy was limited. Uzbekistan policy has been mixed: while tightening the monetary policy by restricting growth of monetary aggregates, the authorities relaxed policy at the same time by keeping interest rates low.
In the financial sector, some countries have reacted to increased dollarization by introducing macroprudential measures. The policy response involved increased reserve requirement for foreign currency deposits (Armenia), higher provisioning for foreign currency lending (the Kyrgyz Republic), tightening consumer lending (Azerbaijan), and reducing the share of mortgage and consumer loans in the total loan portfolio (Azerbaijan).
To mitigate negative spillover to the banking system from problems in the agricultural sector, generated by Russia's import ban on Moldovan agricultural goods, the Moldovan authorities relaxed temporarily regulation for agricultural loan classification.
Looking ahead, the case for strengthening domestic policies to spur potential growth and buttress financial stability in view of the long-lasting nature of the shocks is discussed in various IMF staff reports and regional reports.
